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Tax Tips for Forest Landowners for the 2000 Tax Year
by Larry M. Bishop, Forest Management and Taxation Specialist

Hereissomeinformationtokeepinmindwhenyou prepareyour 2000
Federal income tax return for the 2000 tax year. Thisdiscussionis
necessarily brief, and you should consult other sources for amore
comprehensivetreatment of theissues. Thisinformationiscurrent asof
December 1, 2000 and supersedesM anagement Bulletin R8-MB 86.

Basisand Tax Records

Part of thepriceyoureceivefromatimber saleistaxableincome, but part
isalsoyourinvestment (i.e., basis) inthetimber sold. Allocateyour total

costs of acquiring purchased forestland—or the value of inherited
forestland—among land, timber, and other capital accountsassoonas
possible. Adjust thisbasi supfor new purchasesor investmentsand down
for salesor other disposals. Whenyou sell your timber, you cantakea
depletiondeductionequal to ((Adjusted basis+ Total timber volumejust
beforethesal €) x (Timber volumesol d)). Good recordsincludeawritten
management planandamap of your forestland. K eeprecordsthat support
current deductions6yearsbeyondthedatethereturnisdue. Keeprecords
that support your basis6 yearsbeyondyour period of ownership. Report
basisandtimber depletionon|RSForm T (Timber), ScheduleB.

Passivel ossRules

Thepassivel ossrulescontinueto beareal puzzlefor forestlandowners.
Thissubjectistoo complex to cover indetail here, but what followsisa
very brief summary. Under thepassivelossrules, you canbeclassified
inoneof threecategories: (1) investor, (2) passiveparticipantinatrade
or business, or (3) activeparticipant (materially participating) inatrade
or business.

Thelaw’ sintentisthat youare* materially participating” if yourinvolve-
mentisregular, continuous, and substantial; however, alow level of
activity isadequateif that level isall that isrequiredto sustainthetrade
or business. Thismeansthat record keepingisvery important! To show
material participation, landownerswill need to keep records of all
businesstransactionsrel ated to managing their timber stands. Likewise,
itwouldbeagoodideatokeeprecordsof other business-related activities
such aslandowner meetingsattended, odometer readingstoand from
meetings, cancelled checksfor registrationfees, and copiesof meeting
agendas. Generally, you will get the best tax advantage if you are
“materially participating” inatimber businessbecauseal | management
expenses, property taxes, andinterest onindebtednessareful ly deduct-
ibleagainstincomefrom any source. However, if youare“ materialy
participating,” youmust disposeof your timber under theprovisionsof
Section 631 to qualify for capital gains. (Thismeansthat youmust sell
your timber ona “pay-as-cut” or “cutand convert” basis, rather than
[ump sum.) Ontheother hand, if you have considerablepassiveincome
(suchasConservation Reserve Program annual rental payments), it may
betoyour advantagetobeconsidered* passive.” Most of thediscussion
that followsappliestoforest landownerswhoare” materially participat-

ing.”

Reforestation Tax Credit and Amortization

Thereforestationtax credit and 7-year amortizationisoneof thebest
tax advantagesfor forest landowners. If youreforested during 2000,
you canclaimal0-percentinvestment tax credit for thefirst $10,000
you spent for reforestation during thetax year. Inaddition, you can
amortize(deduct) al of your 2000 ref orestation costs (upto $10,000),
minushalf thetax credit taken, over thenext 7 years (actually 8tax
years). Theedectiontoamortizemust bemadeon atimelytaxreturn
for theyear inwhichther efor estation expenseswer eincurred. Elect
toamortizereforestation expenseson Form4562. (Passiveownersmay
or may not beeligiblefor theamortizationand credit).

Here' showitworks. Assumeyou spent $4,000toreforest acutover tract
in2000. Y ouclaima$400tax credit (10 percent of $4,000) for 2000.
Y oucanalsodeduct 95 percent of theseref orestati on costsover thenext
8taxyears. Duetoahalf-year conventionyou canonly claimone-half
of theannual amortizabl e portion for 2000. Thismeansthat onyour
2000tax returnyou candeduct one-half of (0.95x $4,000+ 7) or $271.
For thenext 6 tax yearsyou can deduct (0.95 x $4,000 + 7) or $543,
andtheremaining $271 can bededucted the 8thtax year.

Theannual reforestationamortizationisclaimed on Form 1040onthe
linefor adjustmentsrather than being claimed on Schedule A under
miscellaneousdeductions. (If you use Schedul e A for thispurpose, you
can claimonly aggregated miscellaneousdeductionsthat exceed 2
percent of adjusted gross income). Use Form 3468 to claim the
investment tax credit.

Any reforestation costsexceeding the$10,000 annual limit should be
capitalized (enteredintoyour timber account). Y oucanrecover (deduct)
thesecostswhenyousell your timber.

A final word of caution: thetax credit and 7-year amorti zation deduc-
tionsare subject torecaptureif you dispose of your trees—within5
yearsof planting for thecredit and within 10yearsof planting for the
amortization.

Capital Gainsand Self-employment Taxes

If youreportyour timber sal eincomeasordinary income, you could pay
significantly moreintaxesthanyouwouldif youreportit asacapital
gain. Also, capital gainsarenot subject totheself-employment tax, as
isordinary income. Thenet self-employment tax ratefor 2000is15.3
percent for self-employmentincomeof $400or more. Therateconsists
of a12.4 percent component for old age, survivors, and disability
insurance(OASDI) anda2.9-percent component for hospital insurance
(Medicare). Themaximumincomesubjecttothe OA SDI component of
thetax rateis$76,200, whilethe M edi care componentisunlimited.
However, if wagessubjectto Social Security or Railroad Retirement tax
arereceived duringthetax year, themaximumisreduced by theamount

Continued on back



of wagesonwhichthesetaxeswerepaid. Toqualify forlong-term capital
gainstreatment, timber sol d after December 31, 1997 must havebeen
heldlonger than 12 months. ThemaximumIlong-termcapita gainsrate
for timber soldin2000 is20%. (For taxpayersinthelowestincome
bracket, themaximumrateis10%).

Cogt-sharePayments

If youreceived cost-shareassistanceunder oneor moreof theFederal
or Statecost-shareprogramsduring 2000, you may havetoreport some
orall of itasordinary income. Y ouhaveseveral options. Y ouhavethe
optiontoincludeit asincomeandthenrecover thepart that you pay plus
thecost-sharepayment through theamortization and reforestation tax
credit already described. Y ou also have the option to exclude the
“excludableportion” fromincomeif certain conditionsaremet. These
conditions are (1) the cost-share program has to be approved for
exclusionby thelRSand (2) themaximumamount excludableper acre
isthegreater of: (a) thepresent valueof $2.50 per acreor (b) thepresent
valueof 10 percent of theaverageincomeper acrefor thepast 3tax years.
Thissecond requirement getsrather complicated becauseyou haveto
determinean appropriateinterest rateto computethepresent val ues.
Programs approved for exclusion by the IRSinclude the Forestry
IncentivesProgram (FI P), the Forest Stewardship Incentive Program
(SIP), the Wetlands Reserve Program (WRP), the Environmental
Qudlity IncentivesProgram (EQIP), andtheWildlifeHabitat I ncentive
Program (WHIP), plusseveral State programs(check withyour State
Forestry Agency for approved programsinyour State).

Generaly, if youharvestedthetract withinthelast 3years, probably all
of thecost-sharesrecei ved can beexcluded fromincome. Insomecases,
taxpayers may bebetter off to exclude cost-share payments. Other
taxpayersmay bebetter off not toexcludecost-sharepayments. I nstead,
they may bebetter off to claimthe cost-share paymentsaspart of the
reforestationtax credit/7-year amortization. Theimportant point hereis:
Y oumust report cost-shar epayments. If youdecidetoexclude, attach
astatement to your return that states specifically what cost-share
paymentsyoureceived, that youchoosetoexcludesomeor all of them,
and how you determinedtheexcludableamount.

Conservation Reser veProgram

If you planted trees during 2000 under the Conservation Reserve
Program (CRP), you must report your annual payment asordinary
income. If youreceived CRP cost-shareassistancefundsfor planting
your trees, you must al so report theseasordinary income. CRP cost-
share paymentsused to establish trees can beclaimed aspart of the
reforestation expensesreported for thereforestationtax credit/7-year
amortization.

Farmersmay treat expendituresfor soil and water conservationon
farmland asexpensesintheyear incurred, rather than capitalizingthem
(CRPexpendituresqualify). However, theamount deductibleinany
year shall not exceed 25 percent of thegrossincomefromfarming.

Casualty L osses

A casualty lossmust result from someevent that is(1) identifiable, (2)
damagingto property, and (3) sudden and unexpected or unusual in
nature. Examplesincludewildfireand storms. Generally, your claim
for casualty lossescan benomor ethantheadj usted basisminusany
insuranceor other compensation.

ThelRShasissued RevenueRulingson southern pinebeetlelossesin

timber stands, drought |ossesof planted seedlings, and casualty |oss
deductions. It ruled that beetle and drought losses generally do not
qualify for acasualty lossdeduction becausethey arenot sudden. They
may, however, qualify for abusiness- or investment-lossdeduction. A
1999 RevenueRuling permitsuseof thedepl etion block asthe"single
identifiableproperty damaged or destroyed” in cal cul ating acasualty
lossdeduction.

M anagement and M aintenanceExpenses

Generally, your annual expensesfor themanagement and maintenance
of anexisting stand of timber can beexpensed or capitalized. Inmost
cases, you arebetter of f to expensethose costsduring thetax year they
areincurred, rather than capitalizingthem. If itisnot toyour advantage
toitemizedeductionsfor 2000, you should capitalizetheseexpenses. | f
you choosetoitemizedeductions, you can deduct these expenses, but
thepassivelossrulesapply.

Condusion

Remember thesepointswhenyoufileyour 2000 Federal incometaxes:

1. Establishyour basisassoon aspossibleand keep good records!
Recordsincludeamanagement planand map, receiptsfor business
transactions, diaries, andlandowner meeting agendas.

2. Decideif you are goingto beanactiveor passiveparticipantin
abusiness, or an investor. Generally you will get the best tax
advantageif you arean activeparticipantin abusiness.

3. If you had reforestation (timber stand establishment) costs, besure
to consider thelO-percent reforestationtax credit/7-year amorti-
zation.

4. If you sold timber during 2000, you may beableto benefit from
thelong-term capital gainsprovisionsbecauseyoudonot haveto
pay self-employment tax on capital gains.

5. If you had cost-shareassi stanceduring 2000, you must report it
to the IRS. Y oumay choosetoexcludesomeor all of it, if certain
qualifications are met, but you still must report it.

6. If you participated in the CRP, your annual paymentsmust be
reportedas ordinary income. Likewise, if you received CRPcost-
share assistancefunds, you must report themasordinary income.

7. Proper tax planning is just as important as the management
techniquesto grow aprofitabletimber crop. For help, contacta
professional tax advisor, the Cooperative Extension Service, or
your Stateforestry agency.
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